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Zxecurtive Sutma v

?roducticn Cradit 2roiec

2. OCverview

The 2roducrtion Credit Project (2CP) was desizned :o increase
private sector output oy providing foreign exchange imports,
short=term credit and bv improving the capabiliries of the

ke
gyptian financial system. Initial project efiforts were to be
concentrated on foreign exchange imports and short-tem
credit. As the project developed it would be 2xpanded to
Include the ianstitutional development ccmponent.

when measuring project success against these goals it is clear
that tre goals were overlv ambitious. It was expecting too
ch

nu to task the project with achieving all of those zoals.
“he achievement of project success was in larze measura
dependent upon the success of other Mission private sector
projects and in a kev sense, on the success of AID/GCE policy
dialogue on macroeconomic issues.

The project was very successful io providing foreignm exchange
inputs to private sector industries that used those imports
efficently. It was less successful ia oroviding short and
zedium term credit. The cradit marker and inscitutional
develoouent side of the projec: cever got off the zround.

The Evaluation Team identified a rumber of project difficulties
and prepared a list of recommended changes. With such changes,
a morg erffective and targeted project could be developed to
build on the acccmplishments of this project.

2. Procurement Implementation Exserisnce

The Production Credit Project (2CP) was not a ccmpletly new
effort; during the period frem FY 1977 £o FY 1981 35137 millica
had been disbursed under the privats sect omponent of the

or ¢
£IP., The GOE, banks and private sector hz2d gained experience
and fam1¢arzty with AID procurement rea__at ons and procedures
uﬂde' the CIP?. Crawing upon this experience, the Production

Project was carried con aleng similar lines with sorme
important izmprovements,

? had relied on a quota—alliccation svstenm
-

with the s r banks each receiving a share aof the
toral progrzm, The st change In the PC2 was to a2xpand the
mumter oI zanks in order to encourage comperition. In addition
o the exiscing > puslic secIor tanks, & private sector barks



ware added to the 21igible 1ist. Since the new banks wers
crivaze secior banks, thev Srought a mor2 narket=oriented and
service-oriented sivle of bankiag intc the program. The second
change in the crograa was to do away with the practice of
giving each btank a Iixed share of the total program. The PCP
creatad a transaction—dased, client-demand system. ZZach of the
9 banks was given an inital $3 million allocation. Tha

remaining PCP funds were crovided to these banks that were able
to move their funds. Those that periormed efficently and
quickly received mora rfunding. Those that lagged behind did
not raceive additicmal funding. The system worked well. By
rewarding the efficent banks with more rfunds, the proiect was
able to zove AID funds quickly and effectively.

Transactions seem to be flowing to crivate sector banks at z
rate which approximates their "fair share” of the banking
market. The private banks processed 26 percent of the
transactions valued at 35 percent of program value. While it
had been hoped that the srivate banks would receive a larger
share, they are generally small and new to the the market.
They lacked maay of the advantages held by the large,
established public sector banks.

The original Project Paper implementation schedule anticicaced
final project disbursements to be completed by March, 1985. By
December 9, 1984 USAID/Cairo had approved transactions valued
at $54 million (80 percent of the program) and letters of
credit had been issued for $37 million (55 percent of the
program). Recent approvals have averaged $4-5 million a wonth
which means that all funds should be allocated by February,
1985 with full issuance of all letters of credit and
disbursements following closely behind. The oroject should
reach an 80 percent disbursement level by March 1985 and reach
100 percent berfora the end of the fiscal vear. That is
rzasonably close to the original implementation plan.

4 million in approved transactions, by far
(58 percent) has been for end-users of raw
al goods. One of the criticisms of the

te Sector CIP had been that traders received nearly

LWo=t nlrds of the funds. TIraders often imported zoods and some
nade a windfall profit reselling those goods to end-users.

That problem has been virtually eliminated in the PCP. Traders
have received a small share of funds and generally do not
appear to be making windfall profits. Most traders using the
?C2 are discributors of U.S. equipment who are Iimporting
aquipzment and spares to suprort thelir regular discribution and
service 2ro

g
1
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A oroblem with the Privats Secior CI? had Seen that a Ia2w
companies and families had menopolized the program. That was
not the case with the PC2. 3y linicing transactions o 2
maximum of S53C0,C0C0 and allowing 2 firmm to import cunly 31
aillion per vear, tihe funds were sorszad among a wide ranga of
ccmpaniaes. I fact, the average 2C? :transaction size was ounly
3179,CC0 and only & exceptions were made Ior precurement over
the 35CC,C0C limir.

Analysis of the types of commoditiss financed and the
industries receiving 2CP izmports sicowed that the goods were
generally aporopriate to Zgvot's needs and were arffectively
used. CQut of a to+al of 2188 transactions, the Evaluation Team
found only 3 or % commodiries that wera of gquestiomable
development value. Those commodizies were llglble under
AID/GCE rules but in Egvpt's case they were of a “luxury

nature” and did not appear to be of critical developmental
need.

Thers was also a concern that "Law 43 Companies”
(Egyptian/foreign joint ventures) might monopolize the PCP
program. In theory, since "Law 43 Companies” have a forsign
partner and thus access to foreign exchange, their need for 2C2
imports is less than that of wholly—owned Zgzyotian companies.
The Zvaluation Team closely 2xamined all PCP tramsactions of
"Law 43 Companies” and found that they received a very small
share of project funds =--only $2.3 aillion, or 4 percent of
project funds. A close examination of all such transactions
turned up calyv one case where the commoditv being Imported was
not of high develovmental value.

4

3. The Egvptian Credit Markets

The financial svstam has worked well in mobilizing short=-rerm
savings and providing short—=term trade credits. Lernders are
zenerally risk averters who require heavily collatsralizaed
lcans, with a short maturity at high costs to the borrower. In
order for the Egyptian credit market ro develop Iiaco a anore
sophisticated market which provides tarm lending, both bankers
and borrowers will need a higher level of confidenc2 in Zgwvpt's
medium and long=~term economic and political envirorment.
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The Zvaluation Team analyzed local currency lending rates as
they acplied to the project. The Team was intarested in
determining whether project loans were being provided at
realistic interest rates. The Team determined that short-term
loans under this project cost the borrower betweenm 21 and 22
percent intersst. These rates are cositive, even witn Zgypt's
current inflation rate of near 20 percent.

Importers were reluctant to use the financing portiom of the
program because of the forsign exchange, maintenance of value
requirement (¥CV). An example will illustrate the problem. It
an importer purchased $100,0C0 of imports under the project he
could either pay LE 84,000 or, depending on the type of
commodirv, finance the LE 84,000 over a 1-3 year period. His
local currency liability is fixed at the current forsign
exchange rate of LE 0.84 = §1. However, if he takes the 1-3
vear credit his liability will depend on the foreign exchange
rate ‘in effect when the loan matures. If the Pound devalues o
1.50 = §1 then his obligation would be LEZ 150,C0C, Since the
risk of devaluation is great, importers were rsluctant to take
the MOV risk. Very few importers used the credit component of
the project. IZ ti e*e is to be a credit component ia a future
profect, the MCV requirement should be eliminated.

r

The failure to implement the training, technical assistance and
studies component of the project has limited the cevelopmental
izmpact of the prcgram. The Evaluation Team Identified a number
of training and institutional aeeds that could be addressed.
They shculd te an integral pavTt of any future prograa.

Project local currency generation ars now placed In the general
AID/GOE Special Acccunt. The Team resccmmends that a separats
Ssecial Fund be set up for this sroject. While che actual uses
would have ro be dertermined Sy the design feam that puts
together the follow—on proiect, we recogmend that the fund bte
ssed o encourage improvements In the credi market or to

axport development.
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The Privars Secror Stesring Committae was cesizned as a Icrum
for axghangiag views Serween ALD, the GIE and the crivace
sactor. Dowever, tne (omzmizte2e newver zef. Tihe2 173 was a2 good
sme; a forulm is still needad., Zithker the 2ri . -:2 3ectfor
Sr2ering Coomittee or zaperiher orzanizarion should Se activatad,
ZZ the banks do aot have adequata2 iacentives they will contiaue
o concentrare on snort—tarm cradit., A strategcy should be
desveloped to crearte 3 nositive iaterest rate scrTucture ror
erms lenders. This may recuire negotiations wich the C3E and
the GCE. Such negotiations zmight logically be a part of other
AID/GOE macro colicy discussioms.

4, Zconecmic Analwsis

~he Igyctian econcmy is still evolving from the highly

centraiized svstem that was crezartaed during the 193C's and the
196C"'s. lMany of the price distortions still rsmaia. Rapid
growrh has been achieved in recent years througnh nigh levels of

savings and Iinvestment, buoved by worker remittances, oil
Xport earnings and Suez Canal dues that helped to pay Ior
rapidly grcwing imports.

1y

The cil-related prospericy has masked some structural
weaknesses in the econcomy which will need to be remedied.

Among the zmost important of these weaknesses is the fact that
industrial exports have stagnated for the sast decade and
recent sources orf foreign exchange can bDe expected £o Decone
less reliable as the ocil econocmy cocls. Several policy reforms
have been iaitiated by the government of Zgypt and still others
are needed to successfully addrass these problems. Credic
needs of the private secnor can be met by addressing them in
light of these new circumstances.

Domestic credit has expanded vTapidly in recent vears. Indeed
the goverament had to take action to moderates this growth in
orZer to lessen Inrflationary pressures. Credic has grown as
rapidly as is consistent witn relatively stable prices. The
aore serious problem in the domestic cradit market is the fact
that intersst rate distcrtions inhibitc the flow of available
cr edlf into longer term productive invaestments. Aid te the
srivate sector tnereiore need not focus sclelv on providing a
larger volume of cfunds. Means should be develoged %o izmprowve
rhe zllocarion berween shori~ternm and lonzer—tarm credi:s,
Institurion duilding and removal of distortions in the domestic
credit market {especially if the changes cenefited industries
in wnich Zgyst zas a cowparative advantage,, would 3id the
private secIor as zuch or 3cre than mere ctrovision of
zdditional Iunds.



The foreign exchange prodlem in Zgypt is also as much ome of
allocation as it is oI shear gquantity. Indeed in recent years,
Zgvrt's banking systac 20 5.zn a net exportar of short-cerm
funds to the Zurocurrancy narkets, Beccuae oL this, toth
private and zovernment te fficulty in

iy 1
acquiring foreign exchange. Private uqe*s can resort to the
“"own 2xchange” ﬁarket, paying a higzther exchange rate, but a

normally limited to very short-term credit, and must bear w
the additional inccnveniences trhat occur in ianformal credit
markets. To the extent that PC? institutionalizes a amore
formal credit system, and provides longer term credit, It

sarves a useful functicn for the private sector.

. Conclusions and Recommendations

The Evaluation Team examined the Project's design to see if
there were areas that could be improved. The following issues

should be examined if a follow—on project is considerad:

a. The present PCP? facility serves a userful function in the
econcmy bv removing a source of friction In the access to
foreign exchange that borrowers experience i1f they are forced
to use the own=exchange market and by offering longer term
credit.

5., A PCP facility could therefcre form one compomnent of a
private sector credit program in the immediate future, provided
that Some adiustments are made in the mechanics of PCP to make
it a true credit facilitv rather than a forsign 2xchange window.

¢. These changes would include removal of the Maintainance of
Value orovision che use of a higner exchange rate and/or
inrerest rates, so that the effective exchange rate werz no aors
than 20 to 30 percent below the "market rate”. This last

provision would compensate for the added costs of U.S.
procurement requirements.

d. Unless these are additional charges, use of an overvalued
"official” exchange rate Zor determianing local currency
repayment obligations under the Production Cradit Project
results {n a significant net windfall ia te2rms of teal resource
transfar to tae Zgyptian economy. <ais occurs in spite of the
fact that in purely Zinancial terms the sulsidvy is a2 transfer
within rhe Zeyprtian 2conomy.



2., whils this subsidy is oifset to scme exctant by U.S. source
and corigin requiremencs, it does not ascear likelv that an

21 ueage rate subsidy of mors than 20 to 3€ cercent can e
cationalized im chis way.

Z. To the extent that thers is 2 net subsidy, the erractﬂve
cost of capital to the private sector 1s artificially raduced.
This provides an incentive to invest in projects with lower
than desirable rates of economic return. The result is lower
output, emplovment and growth than would otherwise occur. When
offering foreien =2chanoe at lower than aoarket rates, the donor
oust choose Terween providing all the credit that is demanded
at that rate, or of restrictiag the amount while allocatiag it
v nonprice rationing. In the rformer case, one must ask now
long the donor intends to supply all that the market will

take, In the latter, first come rfirst served rationing will
probasly lead to an inefficient portfolis of ianvestament
projects.

g. As a rule, therefore, generalized exchange rate subsidies
which lower the effective cost of capital are not an
aconocmically desirable feature to underpin an overall orivate
sector stratagy.

h. ZEvents have increased the sprazad between the official rate
and the free market rate. A spread that could be defended as
appropriate to ofiset #.S. source and origin requirements at
the outset of this project has aow been exceeded. The
applicable foreign exchange costs should be raised. There
could still be a spread to ofiset nigher U.S. source and origin
costs. 3Beyond that, the Evaluation Team felt that the exchange
rate subsidy issue Is not an appropriate one to resolve in the
caontext of this one single, and relatively small, oroiect.
There is a need for a Ilexible mechanism that can adjust
effective foreign exchange rates over the life of the project.
The appropriate forum 1n which to deal with exchange rates is
at the Mission program/solicv dialogue level, whers incentives
for policy reform can be brougnt to Sear. ~ZFarity of treatzent
between the public and private sector import programs is alsc a
consideration. When the CIP and other AILD programs ar2 brought

ader a zmore rationmal exchange rate, Production Credit sheould
1*e as well.

jo
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solicv objective zo be negotiated at the highest levels tov
varicus dono-a, and nct cme which can be eifected oy partiszl
adiustoents ia one secltor” or one profectk. ¢ is imcortant tha
sroject interast razes 2o tiad in scme wav to either marikat or
to central bank rates so that thev would I[cllow appropriate
macroeccnomic adjustments.

j. Medium and lomnger—+ern local currency cradit, and exsort
cradit, mav te as imrortant a constraiat as foreign currancvy
availabilitvy. The Team recommends cthat ia the future, credit

programs aim aore at these problams and
recent
as the I3RD, :o
needs should be
imports. Firms
those for winich

Tzet,

take advantage of
pclicy changes oy GOE and efforts 5y other donors,
identify additional userful areas where
rather than focusing exclusively upcn
and secctors with viable export petential and
comparative advantage considerations would

such
credit

suggest as efficient import—~competing entarprises sihould

receive special attention in designiag futu

crojecres,

A. AID Assistance Stratesgy In Zgyot

While political objectives (regional peace,
securitv) are the basis of U.S. assistance,
reaching those objectives are developmental
through increased investment. Essential to
encouraging the

efficent use of all resources.
The AID program was designed to increase
where economic policy refo

GOE to adopt economic polici

investment
orms were being made and where U.S.

re AID credirc

stapilicy and

the means of

-— gconomic growth
that aim 1is

es that allow the

in secrtors

~

financing could achieve a significant developmental impact.
AID will support efficient areas of the Egyptian economy,

whether in the zublic or private sectors.
concentration ars agriculture, industry,
systems, nealth/population and educaticn.

in 1974, Sadat's "Open Door”
and revive economic growth througn
reraul’;taglon of Egypt's infrastructure
Zconecmic liberalization was the kev to
-— movement toward a market-oriented system
prices and a¢*ocac1ng rasources.
Pla1 {1987/83 1936/87) continues ¢
on ocuc::cv :f:ceqcv cased c¢n “rocuct:
hasic uzan needs.

this

2
<
e
L.

The currant
he process
vity gains

Major areas of
water and

wastewatar

colicies began to

a massive

and capital plant.
the econcmic transici

on
for 2stablisrting
GCE Five Year

while
nas =z xev rcl
sercent of

Y

with an emphasis



S3oth the GOE and AID view an efiicisnt aud growing Industrizl
Szse a2s assential to acinieving seli-sustaining sccmomic gTowtn
and as a partial splurion to three of Egypt's closely linkad
aconomic goals:
--Iincreasing 2mplovment opportunities,
--Ceprerating a growing source ¢I forsign exchange earnings,
—-“cre351no the volume of gcods availabls for domesti

nt.

A vigorous private sector is essential to such an incdust
strategy. Although AID privats~sector assistance had tean
provided befora 1977, it was not until passage of Sectic
the International Security Assistance act of 1977 chat
industrizl private-sectcr devalopment became a significant
element in the U.S. assistance strategy for Egypt. Section 9,
commonly referred to as the "Humphrey Amendment,” placed
svecial emphasis on expanding the role of Zgypt's private
sector. 1In response to the 1977 "Humphrey Amendment”™, AID
began tc develop its private sector/industrial scrategy. The
objective was to addrass the major comstraints to private
sector growth through finaacial and techmical assistance. This
would support Egypt's transitionm from 2 public sector dominated
and centrally ccntrolled eccnomy) to a more market—oriented
nixed economy.
To a large extent, the Egyptian financial, legal and
administrative system reflected the policies of a public sector
dominated economy. Government policies and practices
(including an extensive system of subsidies and price controls)
distorted investment and marketing decisions and discriminated
against the private sector. Initial AID erforts were designed
tc meet immediate needs——to provide foreign exchange and credit:
to private enterprises that could immediately increase
production while encouraging institutional changes that would
improve the business climats. The strategy d4id not focus on
assisting specific tvpes of enterprises or on stimulating
growth in specific segments of industry. The approach was an
interim step refiecting the need to provide immediate suppocrt
while building more in=depth knowledge that cculd serve as a
hasis for a longer—term and mnre comprehensive strategy.

Basic to AID's strategy was nolicy reform == zovement of

Egypt's industry toward a market—based economy through:

-=More rational pricing solicies,

-=Greater managerisl autoncmy Zor public sector enterprises,
Greater scope for private sector iundustry,

-—Greater equalicy of treatment tetween the private and public




Since =he orivats sector is usually mora 2Zficent than che
cublic sector in the "productive” or cutput-oriented areas of
rhe acocnomv, AID cdirecrted its assistance Iin those arezs Lo Cnhe
crivate sector, Private firms face a variety of comstraliars.
AID's private sector program consists of projects designed :o
addrsss those constraints bv providing:
-—Financial assistance to the indigenous private sector,
-——Zachnical assistance to the indigenous privats sector,
-—advisory services, training and equipment to improve
Egvrstian institutional capabilitias to respond to drivate
sector needs,

zvptian Government to identify and ravise
regulations which impede the private

—Assistance t£o the =
susiness laws and
sactor.

lListed below are the projects that preceded the 2roduction
Credit Project and the constraints those projacts addressed:
——Ccumodity Import Program {CI?), onrivate sector portion.
Short=tera credit and Zorsign exchange.
~~Development Industrial Bank, I and II.
Medium—term cradit, foreign exchange and improved
instirutional capabilities.
-~Private Investment Zncouragsment Ffund (PIZ).
MYedium—term cradit, forsign exchange and improved
institutional rzpabilites
—Private Sector Ferasibility Studies,
Investment information, incentives and improved
institutional capapilities.
-—ipduscrial Productivicy Imorovement.
Transier of impbroved technology and izmproved institutional
cdpabilities.

B. Project Background and distory

The predecessor to the Production Credit Project was the
Ccumodity Import Prcgram (CIF). The CIP was originally
designed to provice commodity Imports for Zgyptian Government
Ministries and public sector enterprises. In FY 1977, as a
first step in its private sector effort, AID opened the CIP tc
private sector firmms. Approximately 10 percert of CIP funds
wera made available to the private sector. In subsecuent CIPs

a similar private-sector set—aside was provided. From FY 1977
to FY 1981 the Egvptian private sector received $137 million
from AID CIFs.

1%e : ~eT - 3 13 .
Negotiarions with the GCE on the Production Credit Project wer
: 4 b 3 - ;- - ]

difficult since, in many vespecrs, it representad a daparturs
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-—~Under the CIZ only 3 EZgyprtian puclic sector 3Banks were
allowed to issue lettars of crediz. AID was able to have 4
private sector harks iacluded.

Egypc*an "Law 43 Companies” were allowed to participate.
ese companies ars Egyptian/forsign joint ventures that
receive special tax holidays and other benerits. These
companies reprzsent scme O the more dynamic new invesiors.
They have brought in both foreign capital and Ioreign expertise
that will nelp the Zgyptian economy. AID did not want them fo
be excluded from the groject.

r!:

-=Credit tarms were related to the economic life of the
imported item:
3~year terms for capital goods
18-month tarms for intermediate goods
12-month terms for raw materials
6=-month terms for traders, buying for resale

«=3 Maintenance of Value ( MOV) provisicon was added so that
torrowers would pay full "valus” for imports. They would also
bear the risk c¢f any devaluation.

--aAn institutional development component was included, and
technical assistance, studies, and training, would help improve
banking and credit facilities.

Wnile all of AID's private sector projects incliuded an
institutional develocment component, each was also targeted at
other constraints: loug—term credit, investment information
and incentives or iadustrial technology. The Production Credit
project was designed to fill the remaining gap: short—term
credit.

The Project was authorized om August 6, 1982. The Project goal
was relatively straight—forward —— to help increase private
sector cutput through the provision of short-term credit for
the import of needed industrial raw materials, spares and
capital equipment. Funds were made available to both private
zad public sector Egyptian banks for on-lending to private
sector importers on a first—come first-served basis. A GCE
Circular established eligible industries and ccmmodities while
AID Regulation 1 was used for AID procurement procedures.

While the project concentrated on short—term credit, I
had a framewcrk for expansion to other compouents of the
system. This institutional development side of the proje
included technical assistance, traiaing and studies. The ainm
was to improve a variety of danxinz skills, Iancluding pro



ascrazisal capa>ility aznd bank management citacliy Lo Teview,
zoprove and monitor leauns. Tachnical assistance funds cculd te
mace available for creditc pclicy analysis and the cevelcopment
of new Zinmancial inmstruzments Ior the Igyptian banxiag system.
Private secror program and policy oversight was to be
insticurionalized iz a2 GCE Private Sector Steering Committee.
The Committee would mcnitor project pericrmance and guide
program nanagement. Regular semi-annual AID/GCE consulracions
would include a broad range of issues including the financing
requirements of the bSankiang svstam, the business cligate znd
che design of new financial iustruments. The Central Bank was
2130 to be involved in both the program and policy aspects of
the proliesct.
The project was sucessful ia meeting its zoal of providing

redit ¢t inance U.S. 1imports. 3y mid-1984% project

short=tera ¢
funds were r
sroject was proposed. te institutional development side of
the project had started ocut much slower with little progress
demonstrated. The AID Proiject Review Committee was concerned
about the foraign exchange rate usad and other issues. It was
decided that further analysis was needed before a follow-on
croject could be approved. More informatiom was aeeded on the
Zgyptian credit market, private sector credit supply and
demand, interest rates, the appropriateness of using a selow
marker foreign exchange rate i1a the project and institutional
development concerns. This evaluation was designed to help
answer some of those issues.

C. Evaluation Methodologv

The Project Paper anricipated that the project would 3Ze
completed by March, 1983, An evaluation was planned Ior June,
1984, when the project would be nearly completed. While the

oroject has followed the implementation timetable and will te
zeariv completed by March, 1985, the evaluation did not take
place in June, 1984, Instead a zini-evaluation of project
financial progress was included in a proposed 352C aillionm
project amendment which was considered in August, 1984, As
discussed in Section 3 zbove, a number of policy cuestiocns were
raised and the add—on profect was not approved.

. . . . ‘
™his evaluation tock place in December, 1984, Ar that time,

. - - (DT TR s 114 3 A7 —m111+% 3 r I
roughly 27 gcercent (338 zmillicn out of 367 zillion) of tne

> - -

X . , A o . :
sroject s snporTt—tarm crecit funds had se<en ccmmitted, LT was
estimated thar the full 367 million would be ccmmitted v
i I3 - 1 G = < - - - o= - RSt T~ <
Februarv/YMarch 1925, Since the profect was nearing como.2licn,
the svaluation was treate2d as an end-=oI-nroiect evaluation.
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The first step in the 2vaiuation process was o prepare an

evaluation outline of major topics to be examined (See

Arnex 2. This outline iIncluded all of the items ia the YNear

Zast Bursagu Project Evaluation Summary (PES) Part II. Special

“zphasis was placed on:

—The econcmic impact of the croject. The Team wanted to
determine whether the "right’ goods were delivered to the
"right” incdustries tc fulfill the program objectives.

~=fzyntian credit markers. The Team was to analyze the
funétioning of the credit markets, instituticnal arrangements
and cradiz availability in both foreign exchange and local
currency.

-=Efficiencv of projecc operations. The Team wanted to
measure the effactiveness of US/GOE procurement procedures.

The EZvaluation Team then drew on the Scope of Work (craparad by
USAID/Cairc) to set down the Evaluation Terms of Reference (See
Annex 3). The Tarms of Reference listed a series of issues
rhat needed to be examined and a number of questicns that
needed to he answered. Wwhile It was reccgaized that the short
time=frame would not zllow a full examination of all issues, it
was important to set them a2ll down in order to start th

orocess of identifying and taen concentrating cu those which
were most cricical to sroject success.,



The Evalua n Team included the Icllowing members

Joseph Lieberson, AIZ/W, PPC/Evaluatiocn; Teazm Leader

Roy Grohs, AID/W, ¥NE/DP; Economist.

wolfgang Von Spiegelfeld, AID/W, SER/CCM; Commodity
Procurement Specialist.

™ g : - 3 1Tz . < : oA - o

Cavid Rothstein, International ZIxecutive Service Corps;
n

Development 3anker.

D. Cradir Markers

5V

wn

1. Descriotion of Egvptian credit markets and banking tam

a. Structure == The banking system includes 59 banks of which
27 are commercial banking iastitutions. Five of these, which
dominate banxing IiIn Zgypt, ara public sector, the other 22
being privately owned or operated as joinz-ventures with
foreign banks. Additiomally, there are 23 direct branches of
foreign banks and two "offshore” banking units. Except for tkhe
latter, 211 fall under the regulatory control of the Central
Bank of Zgypt (CBE). The banking svstem may best be
characterized as 2xtremely conservative with a high dependenca
on collateralized lending.

The C3E controls the level of credit available gzermsrzal by

three principal expedients: setting reserve recuirenme
deposics, fixiag the loan—to=-depnosit ratio, and nandar
interest rates which may be cdarged for various types of

credit/, At present, a restrictive 63 cercent limitation is in
force as a lendable percentage of the deposit base, a low level
for a developing country. Additionally, interbank deposits ars

excluded from this caiculation, =ffectively barring a
commercial bank from increasing its lending through market
herrowings.

A liberalization trend in the loan=to-deposit ratio begaa in
1984, Export financing was excluded from loans, along with
cash~secured loans. Capital structurs was added to deposits,
Cepending on an individual bank's capital strength and
participation in tne expurt market, this could be ¢f
substantial assistance in generating addizional lending
capacity.

Aside from domestically—gzenerated local currency deposicts,
banks generate lendable Iunds by attracting foreign currency
deposits originzting from the estimated $3 billicn ger anmnum
sent Tome thrcugh oIficizl channels by EZzvprtisns wor <‘ng
asroad., The GOE is attempting to incentivare rhese rem 2NCES
&t tne prasent time, There I3 counsideradblie liguidiiy in :h@



sank foreigm axchange area, >ut 1oan demand Sor these funds 1s
limited, due to market considerations which will be explained
later.

An additional constraiar on the- 200l of availatlse cradit
results from the intarnal iimitations of the banks themselves.
Client access to craditc is limited tec a rcercentage of the
lending bark’s net worth a2s are levels of a bank's equity
sarticipation in any project. Cther limitacioms, of course,
zxist in terms of lizits bty aconomic sectors or ralatad
entarprises.

Aside from the above-mentioned ccntrol mechanisms on the pool
of avail C3E zlso has applied expansion sub=limits

Vi
L, e
ortfolios with varving percentages depending
es (commercial, trade, consumer, aic.). <This
has tne ef ect ultlu rely, of directing the expansion of
credir tceward sectors whlch the government intends to favor.
an important adjunct to the availability orf credic in Egypt is
the curb or "street” market. ~ZFunctioning on an extra=bank
basis and as an integral part of Zgyptian nistorical and
eligious characteristics, this market provides substantial
funds on a partnership basis. This is due to the Islemic
rrohibition on charging or receiving interest. Lenders receive
profit participatious instead. Important and unregulated, this
market supplies an amount of credit in the country which is
significant but difficult to estimate.

b, Credit terms available. As a point of reference, it should
be noted that the C3E fixes minimum and maximum interest’ rates
for both desosits and loans; the former Dy maturity and the
latter by both category and maturity, Rates for the most
desirable purposes Iin terms of economic development, such as
term project Zinance, are fixed below those for short tem
trade. However banxs will, therefore, gear their lending

activities automa ’y to the permitted areas zenerating the
grzatest profit w1th the least risk. Ia principle, it is more
nrofitable to lend for short—term trade transactions than for

nmedium=term working carpital purposes, due to the mandated
interest rates, fees, 2tc. The risk-reward ratio is contrary
to wheres it usually lies ia the banking tusiness (i.e. longer
terms mean higher interest rates) and this results in bank loan
cortiolics of 2 short=term, trade~oriented nature. The GCE
objective of encouraginz longer tera lending has bteen
frustratad oy & cerverse scnedule of iatarest rates.

Py



~. Cra2dir & Costs TUncer ZCT
Tt is important co nof2 taat usage of the 22 results In
nigrter costs to clients than would aopear at first. ~Zor
example, a client undertaking six month financing would par
=inizum rates as follows:
I. 22 % downpayzent 2.3 % p.a.
2. Letter of (Credit 2 % o.a.
Z. Lloan 15 - 18 X »o.a.
4., 20 % compensatin
salances 2 Z o.a.
Totral cost 22.5-24.3% p.a.

n

Thera are several additiomal costs, iacluding the neceegsity O
giving a commercial or residential zortgage Lo securs term
lending with high costs for ragistration, preparation, etc.
Banks often charge management fees of 1/2 percent cer aanum and
interest is payable monchly, adding approximately 1 percent
p.a. Our best estimate is that the PCP client is paying rates

of 22-28 rercent D.a.

Alrernately, a one year finmancing under the PCP would cost as
follows:

1. 23 7 downpayment 2.5 %
2. Letter of Credit 2.C
3. Loan 13.0
, 4. Compensating
balance ] 2.0
Total 19.5 %

gher additicnal cost factors should be assumed
t2

would be 21 - 23 % p.a. all-ina.

d. Term Credir Markets

In woint of Zact, the Igyptian cradit markets are not unlike
those of manv third world countries where turbulent history and
changing politics have taughrt Doth bankers and Dorrowers to be
axtra—conservative. Additionaily, these markets are orten not
as undeveloped as they zmight aprear o de, ut have developed
characteriscics suitable for the nerveus envircmment in which

Tney must 2X1sC.

. X :
sopnisticated marxel wi r ol : i rions,

y ) . s - o . .

sne would need z higher level oI conIldence DYy COLO Zanxers znd
. . . ) L ,
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and political environment. This seems a Sit much o asx of 2

srivate sector whese crincipal activities were nacionalized

while many owners Zled the country thirtvy years ago. in shoTt,

rime will provide th ﬂa*u:a- e lu:ion of the credit market,
tical s T

£
sol erate. However, one
cannot expect to see rapid cha arket psvchology which
ev

clved over thousands of vy

The*a are a series of speciifics ich give the credit markets

heir present structurs. irst, lenders grant loaus oun 3
1Me«.%"z,q co”atarallzed pasis, with everv zuarancee available to
them, often at considerable cost to the borrower. This, once
again, 1is based on a seli-defense school of banking. Second,
the CBE is not officialiy a lender of last resort and has no
discount window. Thus, banks cannot count on automatic
injections of liquidity by discounting their eligible loans.
Third, as mentioned above, short—=term trade related financing
sears higher fermitted interest rates than longer term
industrial project finmarcing. Tour, and guite importaunt, under
rhe laws, interest on rtersonal bank deposits is tax free while
loan interestr is tax deductible.

At first glance, it would appear that these circumscances would
procduce a wholly short-tera zmarket as indicated by statistics
showing approximately 85 percent of bank debt maturing on a
short~term basis. FHowever, the custom exists of "rolling over”
secured debt for periods as long as several years and it is
quite probable that up to 30 percent of the so—called
snort-ter® is renewed in that fashnion. OCbviously, given the
tax strucrure, cauticus businessman has a counsiderable
advantage in pledging his tax—free personal deposit to sscure
his companv’s tax decductible loan, chereby creating boch
capital and liquidity Zor his company with no direct injeccion
of funds on his part. The bark should have no reason to call a
lcan secured by cash which therefore develops the
characteristics of term credit without appeariog to be so. (3E
reporting, of course, shows it as shorc-term. However, the
Sorrower is always running the risk of a change in envirooment
where the unexpecred ocsurs, and the argument that rollover
credit is real term lending seems valid to everyone excesot a
borrower who Tust derend on the renewals.

leng=ternm credit for industrial projects i markets such as
Egypt (with the excepticn of the housing sector) has basically
bean the resulr of pass—tharouzns ¢f government allocatiouns wvia
developmenr hanks, or oI credics grazoted %v foreign cificial
leancders [(I2BD, =z,



Given their ingbility to zenerats matching deposics, tae iacs
of additicnal crofitability iavolved, the perceived zreatar
risk, and limited persoannel preparation, it is difficult o sae
how the ZIgrptian commercial banking svstam could cecome an
active term lender at this point in time without changes
instituted by the rsgulatory authorities. aAs for clieants, tie
amount of information which they would have to provide a leader
S0 as to induce the granting of term adit is beyond both the

currant tachnical and emotional orasp cf the loczl entrepreneur
who is generaily not comfoertable with the "full disclosure”
concept.

e, Constraints te Private Sector Productive Cradit

The priacipal constraints stem from three principzl sources;
market characceristics, izpediments crsated by Central Bank
reculations and constraints iacluded in or osroduced bv th
program itselr. The market psychelogy in EZgypt having been
sufficiently detailed in the preceding section, we can examine
the others ia some detail:

(1) The current e?change rate policy of the GCE creaates
distortions through the rulti~-tier parket and occasional
devaluations of substantial size. The lack of a forward
exchange market has resulted in a speculative attitude among
importers which prevents adoption of a medium—term viewpoint
and which has affected this and other programs negatively. The
importers under the PC2 have failed to utilize the financing
portipn of the program recently due to their imability to judge
the rnal costs of a foreign exchange=-related cradit and their
unwillingness to tear an undefinable risk. The highly
subsiq1zed C.84 = S1 U.S. raze encourages the utilization of
the 2C2 as a ‘oreign excﬂaage "window” and does not encourage
productive bank leanding.

The solurions to the problem exist on general and specific
levels. The GOE and C3E should be encouraged to progressively

aliminate the subsidized exchange rates on the lower tiers.
The institution of a ‘crawling peg” devaluation system in the
future wculd te useful to dampen excessive speculation and
cermit importers to more accurately judge the costs of
financing related to foreign exchange.

Tailing the immediate Izmplementation of such a pregram, it
seems slausikla 2o adiust the ¢ost of the tranmsaction. This
weuld more accurately reflecr the necessary rate of exchange =t
which the grogranm couid functicm e=fficiennly wizthour croviding
an unnecessarily large Zoreign exchange subsidv. Various
sclutions, Including 2z higzher =2xchange rate, *arlaDYG
downpgavzent level, znd izmposition <f users fees, ar raile
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(2) The lending rat=es establisned by C3E tend to divert a T
percentage of loan activity to the tradiang sector due to 2
cermissasle rates. Medium term lending, including project
finance, can onlyv be activated in thne private sector when an
expanded risk is justified by greater reward. The CBE should
te encouraged to consider a program to reorient permissable
interest rates so as to favoer the zranting oI productive
credit, either by lowering rates to the commercial/trading
sector, or by increasing those for term credit.
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(3) The maiatenance of value raquirement in financing terms
under the PCP was instituted in an attempt to have the importer
pay the resal value of the merchandise purchased. In actuality,
the provision caused an effect contrary to that which it was
meant to produce. Rather than run the open—~ended risk of a
devaluation with an upward readjustment in the value of the
loan, importers wisely paid casn at negotiation oI documents
and convertad the risk to local currency. A participating bank
admitted that they would not permit any client to run the risk
of an unhedged position in rhis program, particularly since the
bank must pay fuands to CBE regardless of the borrowars'
performance. Lf the PCP is intended to lead toward development
¢f a more risk-orianted lending policy by Egyptian banks, it
cannot incliude a provision which discourages borrowing entirely
by imposing an excessive risk on the borrswer. The solution
would be to remove rhe mainterance of value provision from the
program. Siace zny medium—term credit granted would place :the
credit risk on the local bank and would certainly be
collateralized by the commodity imported, the bank should te
taking these measures on its own to ensure the soundness of the
credit. Otherwise, with the provision still ia force, it will
he necessary to wait for the market's perception that
nedium=-tera stabilitv has returned to the valuation of the
Zgyptian Pouad; perhaps a long walit.

2ssistance were budgeted at
r There 1s po doubt thart trainiag in
he participating banks and in the

or, is most necessary., Tae failurs to
sroduce a viable program has been an impediment to the value of
the prograz The preogram should Te ag?ﬂeﬁ and put Iiato
sicdly as possiblie. The o venture banks,
fon
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(3]

(a) The C3E and MPIC shoculd designarte cazdidates to study
iaveloomeant of srocductive fizancing markats in dewvelosoing
councries wnere ccnsideradls prograss has alraady Deen made.
This seems more logiczl than in the U.S. where mcney markets
Sear no reliatiocn to Zgypt prasent or future. 3razil comes o
2ind as a country which has many parallels with Zgypt and which
is well a2long in capical market development.
(>) Egyptian cczmercial Sanks should send candidates with
financial background (i.e. accounting) to study the methodology
cf financizz 2xsansion profects in U.S. banks. The Middle
market, ratner than rortune 3C0 companiss, should be studiad,
siznce thnere weuld te greacar similarity of approach.
(¢c) Egyptian private sector ccmpanies should designate
financial executives for training b>v banks and auditing Iirms
to learn the proper means of praparing and presenting Iinancial
cerforzmance information to prospective lending institutions.
{d) All participating local lending institutions shculd
desigrnare the executives responsible for working with AID
programs £or futher traliaing so as to Iully comprehend tie
zoals which The Ageacy is attempting to reach.
{3) The reach of the prograzm ia providing credit to the widest
sossible number of users in varied sectors of tne
non—-gove rmment economy has been hamperad by a failure to define
the tvpe of teneficiarv who would be most desirable IZrom aiD's
viewpeint. Alcacugh targeting the program does not seem a
slausible solurion, the banks shcould be given a clear idea of
creferences. ~uhu*e allocations to them snould be based ou the
*"s;cme's wnow they iaclude. These sectors would iInclude the
following:
—~= Zirmms which export;
~~= firms which manufacture products in which Zgvpt
has a comparative export advantage and which,
therelore, have potential for export; and
-~ firms which mamufacture products where local
production represents an eccnomic advantage over
Impor:cs.
addisicnally, 2 study should be undertaken zo find
rhe best means of ensuring access o this facilicy
»y smaller, ncn—rradicicnal companies wnich do not
have access 70 2anx credit ac present. Zerhaps an
agent 2anx {213 <ould Se deasignated and a3
rigsk=~sharing crograx ceveloged o crearfe incenrtives
for eu:e-;:é thig zrez of léUCi:g‘



{5} The Local Currency Scecial Fund, which receives the
repayments In local currsncy from the program, has not as ver
Seen put to anvy speci“c us2. Realiscically, it should te
utilized in scome activity which recuirses a tudger allocaticn
from the GOE, tut wnich involves the developmeat of the credit
markets in Egvpt. The Zxport Dlevelopment Bank appears to be

- 4

werth examination, since it is a GCE~IBRD joint wenturs. The
fund could be used to fund an export zuarantee program, provide
long-term lecans to export=oriented prolects, or other desirabdle
activities. Designation of these funds iIn such amanner would
add justificarion to the PC2 as a program and close the cizcle

ia a3 way which provides maxizmum Dbenefit to the Zgyptian econcmy.

(7) The Private Sector Steering Committee was intended to
provide rpolicy and program divection oun aa ongoing basis. The
rurpose was to provide a forum Zor discussicms between MPIC,
AID and the participating banks, The Committee has not met and
the guidance2 which it =ight have provided was never of benerit
o the pregram. We continue to consider that this forum would
srove useful to all parties concern2Zd, and the ability to
exchange views would have been a positive ractor in resclving
scme of the program’'s difficulties.

2. Project as Provider of Credit zo the Private Sector

a. Magnitude of intervention ~The coantrituticz of § 57 million
tc the Zgyptian private sector's import financing requirements
is not an amount sufficient to create any major effect on thac
sectdr nor on the economy in general. In terms of 1983
statistics, this amount would represent 1.52 percent of U.S.
exports to Zgypt, and 2.28 oercert of exports funded by U.S.
assistance. In terms of Egypt's total imports, the amount is
less than C.33 percent.

5. Benefit tc Egvptian 3anking Svstem. The PCF has procuced

real benefits for Egyptian banks, both in terms of reasonable

profitabilicy and as a marketing tool to satisfy existing good
-

act others. The commissions on letters of

custcmers and att
ra in themselves. 0Uddly, the maintenance o
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O
2 't
§ot
<
(0
[ e 1Y

value provision in the PC?2 indirectlv Increased the
nrofivabilitv of these transacrtions to Zzyntian 22niks by
discouraginag utilizarion of lending facilities linked to the
PC? and encouragi ?g the importer to borrow funds on a secured
basis to liquidaze his import ctligation. These borrowings ars
considerably zore a:::active to tze tanxs since the ZCP owlizes
them to take the crediz risk as a cgntingent liabilizy Zor 3
fze, In landing the glilenr Iunds To pav cash for the impor:,
the Sank is able $o =arn cousiderabdbly zore by using 1:s 2wn
resources at n¢ zadditicnael risx.




c. Zffesct on Traduction. as orizinally conceived, the FC2

would be an erffective means oI facilitating the import of a
ial materials for productive areas of the
c o]

variety of essenti
private sector, wi
for develormental purposes. <Lhne constraints to accomplistment
of these goals have already been noted in some detail.
Additionally, the magnitude of the program is not such as to
have anv great erffact on the local economv. It should bde
repeaced that the program would come far clcser to performing
its intended role if it resulted in the granting of mors
literal credit and provided technical assistance and traiaing.

In its present mode’ of operatiom, PBC2 is essentially a cash
transfer to the GOE with the worthwhils additional feature of
providing economic movement in productive areas of the private .
sector. This is certainly superior to a direct cash transfer
when analyzed in tems of its economic effect. However, the
PCP has unr=zalized potential to produce a step—by-step modest
improvement in the local lending markets, and thersforz on
oroduction, 1if the constraints are removed.

d. &ltermative Import Cradit available. Many of the imports
undetr the PC? coulid nave been rinanced by the standard system
applied in European and other markets. The Egyptian importer
makes no downpayment and receives 6~month financing in foreign
currency at market rates. He purchases the exchange to
liquidate his obligations at free market rates. Presuming a 25
percent price and freight differential on U.S. commodities
versds turopean scurce, the importer is better off importing
from Zurope rather than utilizing the PCP with maintenance cof
value attached to his financing. A 10 percent devaluation
would add 10 zercent p.a. to a one—year financing and 20
percent p.a. to a six mouth financiag. The users cf PCP are
opting at present for the most attractive optiom: limiting the
exchange risik tc the periecd during which the Letter of Credit
is outstanding and refinancing thneir cash payment to CBE in
local currency.

a., PCP and the Cradit Markets = Summarv Conclusion

The PCP could reprasent an effective tool for stimulating the
develorment of Zgyptian credit markets and has considerable
sotential. The program should be ravised for this purpose,
granting benefirs to accouplisn stated goals rather than in the
current zeneral marner. Program requirements, suc’
maintenance of value, which iIzpede granting of croductive
crediz, should te removed,
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In 1974 with the introduction of the "Ozen Door”
nade a radical 4 rture frcm the centrall" o¢anne
that had been cous:tn

1960's. One of the
establish tranches or
of commercial banks gr @ the originmal 4 public sector
institutions to zors than deposit banks ten vears latar.
Foreign investment in cther sectors also expanded rapidly under
the generous provisions of Law 43 of 1973,
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The economy was also buoved by externmal factors during this
same period. Recent o0il discoveries placed Egypt among the
ranks of oil exporters at a time when prices were rapidly
escalating. Developments in World Petroleum Markets had two
additional favorable impacts on the Egyptian economy. Skilled
Zgyptian workers found themselves in great demand iz tha
tocming 17 States. A widened and deepened Suez Canal
generated substantial earnings from oil tanker trafiic through
the 1970's and early 1980's.

As a result, the balance of payments pressures that had
threatened Zgvpt before the Open Door, were e2ased, and
governmment revenues increased. From 1979 to 1983/84, petroleum
exports increased from $1.7 billion to $2.56 billion. Suez
Canal revenues rose from $589 amilliom to earlv §1 billion,
while workers' remittances increased frem §2.% to $3.9 billien
cver this period. These flows were still lasufficient to
cffset large and rising imports, so the current account balance
was in deficit, ranging from 35473 million to 52.3 Silliom
during this geriod.

The 1982/83 current account deficit was $§1.3 billion, and the
estimated 1583/84 current account deficit was $871 million.
Capital account surpluses in =ost years have offset curren
account shortfalls, wvielding an overall balance of payments
surplus In each year except 1980/31.
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The result of all of these avents, plus an Incraase in
governzent investment expenditurass frem 51.3 biiliocm in 1979 to
§4.5 billion in 1983/84, was a very healthy rate of grcwth in
real GDP. From 1975 to 1982 it averaged 3.4 percent per
annum. T 1982-1984, this slowed to an estimated 7.0 to 7.°
cercent.
The sectoral rates of growth divergad widely. Annual
agricultural growth ranged from 1.4 to 3.0 percent, industry

to 7.2 percant, with petroleum Zrowtn

2

and mining from 5.2
varviag frem 1+.5 t

5.4 percent annually.
Inflation accelerated from 12 to 13 percent in the lata 197
to an estimated 20 percent by 1983/84,

Despite steady movement towards liberalizaticm of the econcay,
many sectors are heavily coutrolled. Prices of many products,
notably agricultural products, are fixed at far below world
levels, and basic consumer goods are neavily subsidized. At
official exchange rates the Egyptian Pound is drastically
overvalued. Heavily subsidized governmment plants still account
for most of the output of heavy industry. The .government
budgets require large deficits to Iimance these activities.

These distortions have caused resources to flow intc less
heavily controlled sectors, and account in large part for the
differeuntial rates of sectoral growth. Annexes 17 and 18 show
the sectoral brezakdown of real GDP and of growth rates.

14
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. Turure Prospects

he rapid economic expansion of the past decade masked some
underlying structural difficulties that must be addressed in
the coming yvears. While Zgypt weathersd the 1982-33 worldwide
recession rather well, cil-related earnings from Suez Canal
duties, worker remittances and o0il export earnings cannot be
expected to sustain high rates of growth into the 1990's. It
is important that the 2conomy be rzoriented toward the
production of agricultural and industrial products in which
Egyrt has a comparative advantage, and which cffer promise as
foreign=exchange—earning exports. This will require steady
movements away frcm rigid price structures and 'oward a system
of prices chac will provide positive incentives to precduce such
commeditie It will also require a flpanc1al system gearad to
aeetiag :h cradit needs oI both the zublic and private

uces wh:ch Zgvpt capetitively or

H



In the 1580's all heavv industrias and most other iaduscries
were natioconalized. Tcday the inaistrial sector is still
dominated ty governmment firms. aAnnex 15 lists those sector
controlled by the Ministry of Industry. Pharmaceuticals and
some other areas Zall under other Ministries. Zven though Law
43 of 1974 induced an increase in the private sector’'s share,

the data reveal that the public secrtor still accounts for 83 to
70 rercent of the value oi industrial production, overall, and
in such ar=as as spianing and weaving the proportionm is avean
larger. The private sector predominates in aining and
refactery, while woodworking products and leather products are
exclusively private., Other data reveal that the public sector
is even more predominant in fixed capital Zormation. ?Priva:e
fixed investment represents onlv ZC to 25 percent of the toral
but this represents a marked increase from the I rercent share
of a decade 2ago.

Unril recently the combination of high domestic demand and
strong disinacentives to preduction for export caused most
induscrial production to be sold domesticzlly. In the laze
i970's and early 1980"s industrial exports stagnated, causing
the export share of industrial precductiom to fall from L3
percent in 1978 to 5 percent in 1982/83.

This trend was sharply raversed in 1983/84. Removal of forsign
exchange surrender requirements helped to spur crivate

expotts. Public sector non-textile exports rose 41 percent,
and textile exports by 29 percent to produce an overall 24
percant rise in industrial exports. Public sector industrial
sector companises now meet 43 percent of their Zoreign exchange
needs Ifrom eXport earnings.

It is within this industrial context that we evaluate the
contribution of the Production Credit Program. Iamportant
changes in both the credit and in the iatermatiomal sectors
help to define the foreign exchange needs of the Egyptian
private sector.

4, Qverall Monetarv and Credit Tevelonments

ctions on

Regulatory changes hava ralaxed some of ¢ tri
rtain foreign-owned banks
£r tions

bank activiciss. Whersas formerly ce
could engage conly ia fcreign curreacy

<
selective basis since 1982 thev can do tusiness in EZgyrtian
Zounds.
In 1983, the irems included Ia the numeraror and denominator of
the lcan/deposit ratio were ravised. In December of that vear
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Tabla 1 reveals that chang=s in domestic cradit rather than net
foreizn assets nhave underlain the expansion ia privats sector
liquidity iz che eighties. In 1381/32 the vate of incraase in
domestic credit was %4 percemt. By 1882/83 it had fallen to 27
cercent and was 28 percent in 1983/84, Changes in licuidity
(monev and cuasi-monev) can ke seen to move with those of
domestic credit. The Table shows that In 1980,/81, grcwth in
private sgsector credit £far axceeded that for the public sector.
This continued inus 1981/32, until November, when the Central
Bank Imposed credit ceilings and 3 loan/deposit ratio of 43
cercent. Other restrictions were also added. 3ut enforcement
came graduallv and private sector cradit still graw at a 69

o 1

percent rate, and the money supply expanded accordin
1982/1983, the effects of the reforms were being fa
increase in credit was only 27 percent.

A more important factor ia privalte secrtor l*quidity in recent
vears has been credit to the public sector In 1930/8%1, with
0il revenues and czanal dues rising, the government was a net
depositor in the banking system. 3y 1981/82, net claims on the
sublic sector dcubled from the vear before. 3v 1982/83,
government adjustment in its Sudget again raduced credit
public sector. In early 1583/84, torrowing by zovernment
authorities was again increasing public sector claims.
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To summarize, changes in the overall volume of ligquidity and

credit in the econcmy in racen: vears has been the result of

borrowing 5y the public sector and of regulations designed to
fight inflation. While the rate of increase has slowed, the

system still generates comestic credit at a aigh rate.

2. 2Proie¢t rimanciag

A crucial issue in assessing credit availability is the extent
to which this overall volume of domestic credit has gereraced
egsource flows to specific needs, ia particular to terxn
credit. The interest rat2 scructur2 that emerges Irom the
Central Bank's varicus regulations and ceiliags has had th
unintended 2ifecz of builaing in a disincentive for commercial
tanks to lend domestic currency Ior term loans, with a
corresponding tias in favor of short—cerm commercial loans.

Tatle 2 rewveals tha: tanks effectively zav Ifrom 13 tfo 17
Jercent per zamud To attract gcund deposits., Tet regulartiocns
allow maxizuzm charges of unly 13 zercenc on loans %o
agriculture and izdustry. There is thus a buils-in
disincencive 3 l2nd o these seciors. <o the other nand



on commercial and services loans allow a

cerzissable rates

cositive =ank spread. The net rasult Is a domestic Interest
Tare structure that favors leading for commerce and services
and discourages extension of credit to agriculture and
industry.

Ore of the most important imrediments to orivate sector
develorment thereiora seems to De that there is lack of tem

funding in domestic currency. A credit program for the private
sector should therefore IZocus on ways of removing or
compensating for this important obstacle to private sector
develorment.




Interest Pai Zffective Interast
to Depositers Cost to 3Banks 1/
Peposits
6 aonths 9.5 12.67 B
1 year 11.¢C 14,57
2 vears 12.0 16.CC
3 years 12.5 16.467
5 years 13.0 17.33
Savings 10.0 13.33
Interest Charged to Borrowers
(Minimum) (Maxinum)
Loauns

Agriculturs

and industry 11.0 13.cCo
Services 13.0 15.00
Commerce 16.C -2/
Alternative Yields ( Circa April 1984)
{ in percent)
Domestic rate of inflation 19.0

Approximate yield on foreignm
currency deposits held
with domestic banks (in \
domestic currancy) 17.2

Source: EZxtractad from IMF, Arab Renublic o
Zconomic Develovments. June 19, 1984, p. 53,

1/ Interest rate paid ro depositors adjusted to take account of the
= : £ J
25 percent cash reserve raquirements on deposits. To obtain LE 75

in loamable Zunds, a bank must attract LE 100 in deposits. TIf the
maturity of the deposit is one month, the affecrive cost of the

loanable funds is 7.53/(75 x 100 pct.), or 10 percent Ior cne vear.
2/ Yo lizirt.




Table 3 shows the allocation of Commercial 3znk cradit to the :
private sector. The drascic changes in 1982/82 appear to refle_.
bank adiustments to the loan/deposic ratios and tc attempts ©o
comply with commercial cradit ceilings.
Table 3. Egypt: Distribution of Credit from Commercial
Banks to the Private Sector, 198(0/81-1983
( In millions of Egyprian pounds)
Change Curing Period 1980/81 1581/82 1682/383
By econcmic sector
Agriculture 37.7 82.9 52.6
Industzry 284,45 456.8 36C.6
Trade 481.3 248.4 96.6
Services 232.9 323.1 283.3 ]
»
Household sector 152.8 63.1 0.5 .
Total 1/ 1189.2 1774.3 793.56
By institutional classification
of borrower
Corporate business sector 392.8 365.1 389.2
Of which: Law No. 43 corps. (321.4) (464.7) (395.6)
Unincorporated business sector 6537.7 1168.56 471.4
Cooperative societies 8.3 22.4 2.2
Hougsehold sector 152.8 63.1 0.5
Total 1/ 1211.6 1818.2 863.3
R
Scurce: From IMF, Arab Republic of Egvot——Recent Economic
Develorsments, June 19,1%84, p. 1253. Data from Central 3ank of
Zgypt. -

1/ Totals differ between the two classifications, because
credit o the corporate sector includes issues of securiries that
cannot be classiiied by economic sactor.
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removal of thess distortions, or croviding meamns orl
compensating for them, would Improve the st “irture of lending
0 the private sector, aad should form gari o0r a credit program.

N

5. Balance of Pavments and “oraign Zxchange Issues

v

has already bteen noted that Egypt's Balance of Payments
rtunes improved markedly in the wake of the Gulf 0il bocm of
79. The drop in petroleum earnings following the softening
the world oil marke:r in 1981-82 was offset by a 13 percent
raduction in public sector imports and increased worker
remittances. By offering an exchange rate which was more
favorable than the L.Z. 0.34 per dollar official rate, more
remittances were channeled through the banking system.
Furthermore, remittances have incresased. 4s a resulc, the
current account deficit was reduced from a $ 2.36 billica in
1981/82 to an estimated § $.87 billion in 1983/84, Recent -
incentives are expected to stimulate non—petroleum exports,
witich have stagnated in recent vears.
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Zgypt's overall balance has been kept in surplus by its capital
account, wnich has been in surplus by over 3$51.0 billion in
recent years, falling to $0.5 billicm in 1983/84. Tue largest
item is for project and commodity lcans (aboutr 30.9 billion
yearly net in 1982 to 1984) and direct investments of $0.2
billicnm.

The net position of the Egyptian banking svstem has in recent
vears made it a net exXxporter of short—-term funds, largely to
Eurodarkets. Data from Mullen's study are Illustrative of this:

Year Netr Claims on Foreign RBanks
Dec. 2378 1338
Dec. 1979 1361
Dec. 1980 1463
Dec. 1981 770

-

To the extent that such net claims continue ¢ is difficul
argue that there is a global lack of Zoreign exchange iz
Zgypt's banking system. There is a problem in repatriating it,
channeling it to domestic uses, and in particular :to
longer=term develiopmenr purposes.
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PN The Zxchange Rate Svsrgem

gvot has a complex multiple exchange rate system. Counting
buving and salling ratic as separats, the number oI distinacs
ratas i3 arsund nine., LI .=0 = S51.C00 {5 still used for

~ilateral pavments with tne Sovisr tloc, Mainiand China and
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These transactions move through the Central 3ank pool, which-

orocesses cetrolsum expor:ts, cciton, Susez Canal duas and some

other transactions. Most transactions in this pool take place
st LE .70,

Thner2 is also a commercial bank pool of foreign exchange which
mainly deals in transactions related to workers' remittancss,
tourisa rec2ipts, non-petroleum exports, and public secter
imports other than those with the Central Bank Pool. Simc
August 1981, this "official” race has been approximately Lz
C.84, In fact, in a series of adjustmencs to counter the
effects of this overvalued rate, the Government of Egyvpt has
effecrtively moved away from this rate by allowing more and more
rransactions to take place at higher rates. For all practical
purposes, the LE 0.84 rate applies only to some bilateral and
doner aid transactions. Most transactions now take place at LE
1.12 (buving) or LE 1.17 (selling). LE 1.14 (selling) applies
to some public company purchases from pubiic sector banks.

A free market exchange pool draws from the ssme sources as tie
commercial bank pcool. In late 1984, this "own exchange” rate,
or free market rate ranged from LE ‘.28 to LE 1.3C. It had
earlier brieifly and sporadically, hit LE 1.40 = §1.00.

Scme receat changes have important implications for industrial
strategy and credit policy. In April, 1983, foreign exchange
surrender requirements wers abolished for a wide range of
transactions. Exporters will now be able to retain forszign
exchange earned, whereas previously they had to surrender all
but 10 to 22 percent. This will greatly improve expor:
incentives to the privata sector.

A committee has been established to set premium =2xchange rates
in order to channel mors worker remittances through the
commercial bank pocl. By mid=~1984 thers was evidence that
attempts were being made to gradually unify the Central 3ank
and the Commercial 3ank pools at what may eventually beccme a
more unified exchange rats system.

In a related development, Egypt has taken some steps toward
add*essi: the recognized problem of stagnating exports. A&
1983 public enterprise reform bill was zimed at improving the
:f¢c ency of public sector companies. Other 1983 legislation
provides for sstablishing an EZxport Develiopment Bank Jor Egzype,
cheduled to zegina ocoperation ia Januazy 1983, <Coe function

will %e to orovide investment funds for export-oriented
cusinesses. The World 2anxk i3 schedulsd to contribute Ic fhne

)

¢

n
F‘ ’)

l‘




fund via a 35125 million loan. Half of the funds ars sarmarked
for private sector companies.

.2 summary, the Governmment of Egypt nas recognized :th
stimulate export productien if the econcmy Is to sustal
capacity to earn foreign exchange into the 1590's. Since
crezation of nore favorable exchange rates for exporiars, =
liberal treatment of export earnings, and direct cradit aid to
exporters have dramatically altered the potantial for private
business in the export sector. If further needed reforms ars
made, this will become an imporzant area for donor—assistad
financing.

n

&, Private Sector Strategies and Needs

Denor credit programs will have the most beneficial impact to
the extent that they fit into GOE plans, and overall economic
needs., Several studies have attempted to identify these
needs.

In 1982, John Mullen presented the "Report of Private Sector
Reconnaissance Team Visit to Egypt”™ to AID. Several Xey
findings relate to the Production Credit Project:

-=The team could not identify a single, simple
cause for the limited amount of tarm lending to the
private sector. A multitude of factors apolied.

--Funds were available. Egyptian Banks in 198l were
net exporters of capital. The problem was that the
funds flowed into the short—term Eurcmarkets rather
than being channeled into productive investment.

-~The recommended role for AID was to provide medium and
long—term financing. Govermment policy changes to
ultimately accomplish such financing through market
mechanisms will evolve only slowly.

—AID financing must assure additionality, not
substirution of AID funds for other sources.

~—Because many changes will come slowly, the solution
is not merely to "prime the pump” by injecting funds
into the svstem. The study supported those AID
projects which were aimed at attacking the various
institutional constraints.

—Debt financiag did not sesm to be a problem Zor good
pro jects with encugh equity.

~—Equity fundiag is an issue that should te addressed
directiv., Aav ¢ financing proiect should comnsider,
as did the PIE ¢ , equity as well as debt finmanciag.

——Iasuificient ava e funds are Seing channeled into

Zewever, Iforeign assistance

seen as z substitute Ior polic

L n
d

n p N
3 O

(R e

r
.

N OE

I
/

o
M

;
<nds should new

XN

v
F




nould te found wherabv AID can use i1ts position

Means 3 1
to stimulate policy change.
-—Any AID Creditc Project should stimulate ferm

investment, not just provide it. There should ke
addltlonal

-=The cost of zmouney iIncluding interest, fees, and
charges to the borrower should be as close to market
costs as possible, given the need to have the funds
used erfficiently.

-—Some adjustment to the above must be made for U.S.
source and origin requirements. 3ut the etcﬁanoa
rate risk siould not be borne colaly by AID funds or
by the GOE. ‘

-=AID could contribute much by establishing a Ffund to
support the establishment of a disccunt facility.

Other studies have focused on industrial strategy. Pzul G.
Clark's 1981, "Frivate Sector Industrial Development Strategy.” -
raised several points, including:

-—Rapid expansion of industrial exports is probably the
<ey component in an overall development strategy
for Egypt. :

==Changes in the conversion rate [since accomplished]
for export sarnings would sigmnificantly alter export
iacentives.

-~(In addition to several GOE policy refoms],
provision of low—cost export cradit——e.g. credit o
cover the lag between shipment and receipt of ravment.

--Medium to long-term foreign exchange loans should be
repayable in pounds [with low] exchange rate risk.

In 1981, Gustav Papanek submitted an Industrial Sector
Stractegy Assessument to USAID/Cairo. Major recommendations
included the following:

——new Investment shculd be shifted from industries
where Egypt lacks comparative advantage to those
where efficient production is possible.

-—-support for changes in the policy framework that
guides decisions.

~~subsidizad credit for exporters. An "infant
industry” argument can e made for improviang private
sectcr access to credit,

~-intevest rates wculd bDe set at mnedium to long-term
average. (Lower than in 198l.)

-=-credit institutions assume exXchange risk.

——indirsct subsidiss to encourage labdcr usage.

~~collect datz needed fcr e2ifective cost—benerlic
anaiysis of crojects.
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new iadustris egies. In ¢ c y 2

studies of comparative advantage are reviewed. aAmong the

stecific recommendations in the CDSS, the follewing can be
notad:

-—support for expanding the share of =he privats sactor
in preduction.

-=introduction of a special 2xport cradit at a
preferential interest rate.

-—Equal access to market terms of investment fiuanc
by both private and public sector entarprises. =
should be achieved by making lending terms harder
for public sector intarprises, not 5y making them
easier for private sector enterprises.

——squal treatment of private and public sectors in
access to raw materials and foreign exchange.

3 Summary -

-—The Egyptian economy is still evolving from a highly
centralized econcmy with many price distortioms still
remaining.

--Rapid growth in racent years has been achieved through
levels of saving and investment, tuoyed by worker
remittances, oil export earnings and Suez Canal dues
that helped tc cover rapidly growing imports.

——This has maskad some structural weaknesses in the
economy that will have to be remedied. Among the
most important of these are industrial exports
which have stagnated for a decade.

——Several policy reforms have been made by the GCE, and
more are needed. Cradit needs for the priwvats sector
can be geared to fit these new circumstances.

-=-Ilntarest rate distortions and cther factors inhibit
the flow of this credit into productive endeavors.
Removal of bottlenecks in domestic credit would aid
the private sector, especially if it stimulatced
production in comparative advantage industries.

. Zconomic Impact of the ?roiect

(e}

a. Project Share of Total Available Cradit. The project
disbursed $67 =million ia about 18 months. Total domesti
credit outstanding in Cecember of 1983 was LZ 12.9 5illiom, of
wnich claims on zhe private sector were LE 9.1 billion. Toral
additional commercial bank credit to :the priwvate sector In
1982 /83 was LI 863.3 million (35675 million at LEZ 1.28).




From December 1982 to December 1983 claims on the orivate
sector incrsased from LE 4.38 Hillion to LE 5.14 b5illiom, an
increase of LT 2,15 billion (31.89 billion) Thus, as a
nercentage of total privarte credit, the program is small, out
it represents on an annual basis, about 5 or 6 percent of
commercial tank credit. Its amajor impact is on the industrial

cemmercial bank credit in 1682/83 was LE 360.95

ect foreign exchange as a percentage of total forsign
. The project flows are quite small comparad to the
$1.0 billion in annual Suez Canal tolls, the 33.0 billiom 1ia
ittances, and the over §2.5 billion in oil export
hat comprise che main scurces of foreign exchange.
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11. Project Disbursements and Foreign Exchange Rates

Through much of the life of the Production Credit Project, the
dolilar was appreciating strongly against other currencies,
including the EZgyptian Pound. In such an economic envircament,
a lending program tied to the official exchange rates is
threatened with the possibilicy that it will turn into a amere
foreign exchange window, with the credit aspects of the program
tecomong secondary. Cune force would tend to discourage
borrowers from using the program. This is the fact that the
rising cost of U.S. goods would make them less attractive
relative to those frem Furope of Japan. Table 4 shows that the
Egyptian Pound has depraciated against the dollar at roughly
the same rate as have other currencies during this period, thus
worsening the competitive position of U.S. goods in Egypt
vis=-3g=vis those from European sources.

Other forces worked in the other direction. At the beginning
of the program, the own exchange rate for the pound was 34.5
percent higher than the official rate at which borrowers could
surchase dollars through the program. This differential was at
the upper end of the range necessary to compensate for the cost
differantial between U.S. and Zuropean goods. For at least
scme products, the foreign exchange differential was probably
more than enough tc ccmpensate for the added costs attributable
to AID source and origin requirements. As the Tabtle shows,
applications for use of the program were guite substantial from
the outset. 3y lafe 1584, the differential between the
official and the "own exchange” rates for the pound had widened

substancially. The 1.34 L.ZI. rate Ior the dollar was 39.3
percent higrher than the official 0.84 rate. We can see in
Table 4 that the appreciation of the dollar would have
increased the price of U.S5S. goocds ralative to :those from Zurcpe
by about 13 zo 20 perc nt, Clearly the differsnce in zhe cost
of acquiring dollars thrcocugh the program, compared o get:iing



rhem from the own exchange market, substantially
sverccmtensatad for the higher cost of U.S. goods. The Table
dces not raveal anv clear corrslation becween the increasing
costs of obtaining dollars in the umofiicial marxets and the
rata of disbursement frcom the program. CQuarcterly data (aoct
shown) suggest scme tendency to increased usage, but the trend
is got striking. The umusually large volume for Nevember, 1534
reflect both an unusually high market axchange rate and the
fact that borrowers rushed in to take advantage oI a program

that was known to be on the verg
allocation of funds.

e of exhausting its original

While there is no clear sign of increased volume being induced
by the exchange rate spread, the form of usage was iniluenced
thereby. This resulted from the fact that the maintainance of

value provision included in the program placed the full foreign
exchange risk on the borrower. With no formal forward exchange
market in pounds, this risk could not be hedged in that way. A
fornal devaliuation of the pound would force a borrower to repay
a tarm loan at a substantially higher rate. As thne steadily
depreciating own exchange rate increased the perceived risk of
formal devaluation, borrowers hedged in the only way avail-
able. After purchasing dollars, they almost immediately repaid
their loan either in cash or by borrowing pounds via a2 second
iocan. In either case, the effect was for all practical
surposes to turn the credit facility into a foreign exchange
window at extremely attractive rates.

The combined effects of the maintainance of value provision and
the steadily depreciating pound were, ironically, to
effectively convert the program in its latter days from ics
intended function as a credit facility Into an immediate source
0f cheap foreign exchange.
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(S Million) Fr. 7r n Mari Sw. Franc 2y, Pound LI Cwn
aug 1983 3.737 1300 100 100 1G0 30
Sept 3.017 g3 97 a7 120 _—
Oct 1.46¢6 38 37 97 100 ——
Nov 5.002 101 120 39 102 134
Lec 4,115 102 101 G9 103 —
Jan 1984 3.207 106 104 102 106 -—
Teb 3.353 98 96 Gs 1C0C 1086
Mareh L.897 98 9¢ 98 103 ——
April 4,301 102 100 i02 107 —-——
May 3.113 103 10 103 108 166
June 4,308 1035 103 icé 110 ——
July 3,208 109 107 112 114 -—
August 3.3C1 1C9 107 1.0 114 121
Sept 3.292 115 110 113 118 —
Qa* 3.3¢61 117 113 115 121 -
Nowv 7.148 115 113 117 124 116
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oduction credit program would have the
on the Zgyptian eccnomy to the extent that it
acilitated economic activities in which the country has a
ccmparatlve advantage These are sectors which have export
pote or in which import substitution Is economically
i In an economy numerous price distortions,
inancial and 2concmic rates of raturn dirt
i lv. 1In such cases the nornal
do not vieid walid information about Ch
aillocation in the economy.
calculate snadow prices or
Protecticn (“?P)
identiiv ef:
sositive ZRP

The cr most favorable

4
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crice/tax system, wnile one with 3 negative ZIRP? Is in effecct
Seing taxad bv the system. Under the alternative measurs ol
DRC, an econcmic activity with a value gresatar than one is
inefficient, since it requiras more than one pound of domestic
rescurcas to produce a pound of exports or imports. Tabsle 3
illustrates results from onme of several such studies of the
Zgvptian =concmy. ‘ ‘

Table 3 Tffective Protection and Comparative Advantage

(Selected Commodicies)

ERP DRC
A, Desirable investment + is subsidy The cost of
- is tax producing a L.Z.
, of exports/imports
Food (average) - 92 Z .25
Vegetable oils - 92 X .10
Carpets 14 7 .80 .
Leather products - 4 % .63
Cement - 71-84 % .04= 48
Bicycles _ .00-1.0
8. Probable investment
Sugar ' 14 7 77
Garments 44 7% 1.89
Wooden furniture - .12-.55
PVC - .08-.09
Filters - .16
Cables - .08
C. ﬁot recommended
Frozen food - 1.81
Nitrogen fertilizer - 72 Z 1.31
Iron and steel 399 % 4,80
Aluminum 89 % 131.00
Automobiles 305 (?77) 1.83

Scurce: Gustav Papanel, "Industrial Sector Strategy Assessment.
Industrial Develorment, An Overview”, Prepared for U.S.A.I.D. Cairo,
August 1981.
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ars subject to wide marzins ol
rring poiats for idemtiiying the
ctive potential Zor the o

of two studies which ac
e in selscted Egyptian in
in which export potential exists and where further inves
seems to be warrantad. Industries where investment is aot
justified are also listad. Sectors where both studies agrze
may serve as a guide for judging investment and rescurce
flows. In a few instances, notably in fertilizer, artificial
fibres and consumer electronics the results are contradictory
and are of little help. The remaining list, although flawed,
can serve as a guide until much=-needed further information is
forthcoming. '

The 2CP was put to the following test. To the extent that it
provided inputs to comparative advantage iandustries for which
domestic inputs were not available, it was deemed chat the
aconcmic impact was probably favorable. PFurthermore, to the
extent that a subsidy was involved, it is mors justifiable, or
at least less harmful, to the extent that an infant
industry-like argument could be made for the beneficiary.
Comparing Tables 6 and 7 with Annex 20 permits a rough means of
assassment.

Table 6 ECTORAL DESTINATION OF PRODUCTS IMPORTED THROUGH
THE PRCDUCTION CREDIT PROGRAM
(Thousands of J.S. dollars)

’ Direct to Via

Sector End User Trader Total
Plastic Mfz, & Fabricatiom 3374.3 3324.3 118398.0
Agriculture ({(Poultry prod. ) 7664.6 0.0 7660.0
Construction & Const. Egquip. 3536.3 2891.0 8427.3
Textiles 8199.5 144,53 6344.0
Agriculture (crops) 1499.3 2732.48 4231.9
Undetermined 0.0 3936.1 3956.1
Hovsehold Furnishings 2210.3 897.0 2807.3
Metal Working & Fabricaticn 1006.0 £72.5 1672.5
Trade & Cther 1393.8 135.8 1349.56
Eealth Care 381.4 1033.9 1413.3
Cooling & Food Stecrage Equip. 512.3 621.9 1134.2
Miscellanecus Mfg. 870.6 0.0 870.6
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Pharmaceutical MIig, 703.9 0.0 705.9
Vehicle 3para Parts 38.3 390.53 529.0
Packaging & Container MiIg. 398.38 0.0 598.3
Agricultural Services 380.90 0.0 5G60,0
Auto Parts MIg. 431.7 264 .4 696.1
Mining 353.4% 0.0 353.4
Food Processing 307.1 c.0 307.1
Ferrous Hetal MIgz. 0.0 194.4 184.4
Aluminun 111.1 0.0 111.1
Education 73.0 0.0 73.0
TOTALS 36763.9 17278.9 34043.0

Parcent 88.0 32.0 1CC.0

Note: Totals may vary due o rounding.

First we ncte that 68 percent of the imports under the crogram went
to end users, so it is possible to identirfy the beneficiary sector.
In those cases where the importers wera traders, it appears from
Table 7 that these are the sactors in which the use of an
intermediary is economically justifiable, e.g. in the purchase of
bulk seeds for farmers. There is on the face of it, no reason to a
priori exclude traders frow the program, unless the resource flows
were to change in the future.

Table 7 SECTORAL DESTINATION OF PRODUCTS IMPORTED THROUGH
THE PRODUCTION CREDIT PROGRAM

, (Percentage Composition)
Direct to Via
Sector End User Trader Total

Plastic Mfg. & Fabrication 71.6 28.4 100.0
Agriculture (Poultry prod.) 100.0 c.0 100.0
Constructicn & Const. Eguip. 55.0 45.0 100.0
Textiles 87.7 2.3 100.0
Agriculture (crops) 35.4 54,6 100.0
Cndetarmined 0.0 1060.0 100.90
Housahold Furnishings 76.0 24.C 100.0
Metal Working & Fabrication 56.8 40.2 100.0C
Trade & Other 89.9 10.1 1C0.0
Beal:th Care 26.9 73.0 100.0
Cooling & Fcod Storage EZquis. 45.2 34.83 1C0.0
Miscellanecus Xfg, 1€0.0 0.0 1gGC.C
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Pharmaceurical Mig. 1¢ac.o .0 186.90
Vehicle Spare Par:ts 2.1 93.9 1¢0.0
Packaging & Container Mig. 100.6 0.0 1C0.¢
Agricultural Services 160.0C 0.0 1C0.0
Auto Parts Mig. §2.0 38.0 1C0.0
Mining 120.C C.0 130.0
Food Procasssing iCc.0o G.0 10C.2
Ferrous Metal MMfg. Q.0 100.0 1C0.¢C
Aluminunm 10C.0 0.0 100.9
Education 1C0.0 0.0 1C0.0

Table 6 permits some judgement about the flows, siacs end user
industriss can be idencified. Unfortunately, many of the sectors
raceiving benefit from cthe program arz not among those for which DRC or
ERP have previously been calculated, and a definitive statement cannot
be made about them. Plastic fabrication, poultry production,
construction and textiles are the largest
teneficiaries. ERP and DRC data would be needed to assess
these, but at least they do not appear to be categories whers
investment is definitely not warranted. While plastic
manufacturs tends to be capital intensive, production of the
derivative productes tends tc be more labor intensive, and thus
beneficial. The findings of Soliman and Ibrahiam, Zhe
Productive Efficiency of the Broiler Industry im Zgyot, March,
1683, cast doubt on the worthiness of poultry prcduction, at
least small scale broiler production. Construction is a
nontradable commodity, and textiles are probably a comparative
advantage industry, as are household fuwnishings, food
processing and storage, metal working and packaging. In shorrt,
given thatr there was no attempt to target the credit program, a
respectable amount of the inputs seem to have flowed in th
direction of ccmparative advantage, or viable import-
substitution industries. It appears that at least the program
has not served to foster obviously inappropriate activities.
More studies of ERP and DRC should be undertaken at the Mission
to identify a more detailed list of coumparative advantage
industries so that future credit may be extended to such
industries in order to stimulate exports and appropriate
izmport—-cowpeting firms.

eign exchange subsidv. There are two ways of
this question. The first is in surely financial
rerms. as pointed out elsewnere, since this is a grant, not a
loan, the financial subsidy is dg¢ facto from the Central 3ank
of Egypt to the private sector borrower. This occurs becausa
the Central Bank incurs anm copportunity cost when it agrees Lo




accapt repayment in tounds aI & rate telow the markat rata
(however that may te defined). In real economic teras,
however, thers is a subsidy to the Zgyptian economy. 3v
allowing Egyptian Izmporters to obtain U.S. gcods at a smaller
sacrifice in terms of Zgyotian or other goods foregone, there
is a net rascurce transfer from the U.S. econcmy to the
Egyptian economy equivalent to 40 or 50 percent of the face

value of the credit. The subsidy to the econoay is passed on
to the ultimate importer/user of the product via the Central
Bank’s willingness to engage in the transfer noted above. This
is offset to an undetermined degree bHv the U.S. scurce and
origin requirements, and co the extent that the exchange rate
differential merely compensates for this, there is no
particular reason to quarrel with the the subsidy.

The evaluation team had neither the rssources nor the time to
accurately quantify the added cost of U.S. source and origia
requirements for this project. Suraly it will vary from
commodity to commodity in accordance with the different
relationships between weignt/volume and product value. Based
on anecdotal evidence gatnered by the team, it seems highly
doubtful that cost differentials would justify the current
larze spread between the "free market” rate of about 1.30
pounds per dollar prevailiag in late 1984, and the "efficial”
rate of .84 pounds. Data assembled by the Mission {see Annex
4) suggest that over the life of the Production Credit project,
the difference between the official and the free market rates
has averaged 20 percent. The only available systematic
estimates of the added costs of U.S. source and origin
requirements can be found ia the 1981 Coopers & Lybrand
evaluation of the Development Investment Bank project. By
comparing average cost increases from the FOB wvalue due to
shipping and insurance for AID/DIB versus I13BRD procuresment,
they found the increase over FOB to be 12.6 percent for U.S.
scurce/origin.compared to 8.4 percent for Zuropean
source/origin. The 4.2 percentage point differential was an
average. In 52 percent of the cases, the increase was 10
percent or aore. In 45 percent of the cases the increase was
from 6 to 10 percent, while in 32 percent of the cases the
increase was from 11 to 20 percent. 3Bankers were virtually
certain that application of the free market rate would
ffectively shut down the project. At the .84 pound rate,
funds have dispursed rapidly. Asked to estimate the borderline
between ability to disbtburse and not to disburse, the bankers
responded that this would occur at between LE 1.00 to the
dollar and LE 1.10 to the dollar. This implies a source and
origin cost of between 19 and 31 percent. One banker stated
that a 20 percent differential would not make the program very
attractive, and that a 30-35 percent exchange rate spread “is
rzasonable”, because suppliers tend to raise prices when they



learn that a project is aID financed. GCZ officials noted tae
same tendency. GCE officials estimate that source and
orizin-related costs range rzcz 25 to 30 percent of commodiiy
value over tne past several vears. 3ased on this aclectic
evidence, the Zvaluaticn Team ccrncluded that exchange rate

subsidies in excess of 20 to 30 percent would be presumed to

axceed comoensation for source and origin requirements. TIhis
could be an overestimate, because C12 shipments arz sulficien
to effectively fulfill the 30/50 shipping requirsments, and ¢
latter need not apply to most commodities imported under ths
Production Credit project. Furthermors, since many of the
commodities purchased under the program are non-dulk items,
Atlantic Coast Convention rules apply. It is therefore not
entirely certain that source and origin requirements impose a -
very large additional cost to importers, as a gercentage of rhe
value of the products, but it is reasonable to btelieve that
they have.

14, Conclusions

a. Unless it is compensated by additicnal costs, utilizaticn
of an overvalued "official” exchange rate for determining pound
repayment obligations under the Producticn Credit project
results in a significant net windfall in terms of real resource
transfer to the Zgyrtian economy. This occurs in spite of the
fact that in purely financial terms tne subsidy is a transfer
within the Egyptian economy.

b While this subsidy is offset to scme extent by source and

rigin requirements, it doces not appear likely that an exchange
rate subsidy of more than 20 to 30 percent can be rationalized
in this way.

4

¢. To the extent that there is a net subsidy, the effective
cost of capital to the private sector is artificially raduced.
This provides an incentive to invest in projects with lower
than desirable rates of economic return. The result is lower
output, employment and growth than would otherwise occur. When
offering foreign exchange at lower than market rates, the donor
mist choose between providing all the credit that is demanded
at that rate, or of restricting the amount while allocating it
by nomnprice ratioming. In the former case, one amust ask aow
long the donor intends to supply all that the market will
take. In the latter, first come first served ratioming wil
probably lead to an inefficiesnt portfolio of investment
pro jects.

[

d. 4&s a rele, thersfcra, genaralized exchange rate subsidies
which lower the effective cost of capital are not an
econcmically desirable feature to underpin an overall nrivate
SecIpr stratazy.




2, JNonetheless, the Zvaluation Team feels that racent avents
have incrszased the spread between the official rate and the
Lree market rate. A spread thtat could be defencded as
appropriate at the outset of this project has now been
exceeded, and to that extent the applicatle exchange rates
shoulid be raised to reflsct the originally incanded
differential. 3Beyond that, the Team felt that the 2xchange

rate sudsidy issue is not an appropriate ome to resolve ia the
contex: of this one single, and ralatively small, oroiect. The
appropriate rforum in which to deal with exchange rates is at
the Mission program/policy dialigue level, where appropriate
incentives for policy reform can be brought to bear. Parity of
treatment bertween the public and private sector import programs
is also a consideration. When the CIP and other programs are
brought under a more rational exchange rate, Producticn Credit
should be as well.

. In the Egyptian economy =ffective interest raras ars in
nany cases negative. This discourages saving and leads to -
investment amisallocation. Rational allocatiocn of resources
would suggest interest rates sufficiently in excess of the rate
of inflacion to effectively ratiom capital and to stimulate
saving. This issue, is however, not one which can be resolived
in the context of a single project. It is a macroeconomic
policy objective to be negotiated at the highest levels by
various donors, and not one which can be effected by partial
adjustments in one sectcr. It is important that project
interest rates be tied in some way to either market or to
central bank rates so that they would follow appropriate
macroeconomic adustments.

g. The present project focuses on provision of foraigm
exchange. This is ounly one of the coustraints facing the
private sector. Institution building that weculd imnprove the
banking system's ability to channel foreign exchange inco
longer term lending would indeed rzmove an Iimportant source of
fricition in the private sector

h. Longer temm local curreacy credit, and export credit, aay
also be imoortant contraints in addition to difficulties in
obtaining foreign currency. The Evaluaticn Team recommends that
in the future, credit programs aim more at these problems
rather than focusing exclusively upon imports and foreign
exchange.
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. Logical Framework Analvsis

This section analyzes the Project Paper’'s Logical Tramework
assumptions and objectives against actual project perlorzance.
Annex 1 contains the Framewecrk matrix which this

- -

1. Zxrternal Tactors and Changes in the Pro’ect Satting

On the positive side, Egypt farsd much better than most LICs as
the world-wide recession of 1981-32 turned into the most severs
recession of the last 30 years. EZgyptian economic growch
slowed, but still remained strong. Inflationary pressures, at
near 20 percent in both 1983 and 1984 coupled with continued
price controls on many products further distorted market—place
signals. While inflationary pressures were being brought under
control in most of the industrialized ccuntries, high domestic
inflation discouraged Egyptian exports. Even with periodic ad
hoc devaluaticns, the Egyptian Pound became more and mors
overvalued when compared to the U.S. dollar. This created
problems for the Project.

when the project was started the official exchange ratz was LE
0.84 to the U.S. dollar while the "curb” rate was LE 1.20 to
the dollar, The spread between the rate used in the project
and the "curd" rate had widened as the "curb” rate imcresased to
LE 1.30 = $§1.00 by December 1984, The project did not include
an effective mechanism to adjust its rates as the spread widened
between the official rate and the "curb” rate. The project
became a cheap foreign exchange window, which was never the

pro ject intention.

s
The Project Paper had anticipated that the GOE would continue
econcmic liberalization as it liberalized and reduced economic
controls and reduced disincentives facing the priwvate sactor.
W“nile there were some ilmprovements, the private sector still
had to contend with a large array of impediments. As one
example, GOE interest rate ceilings discouraged the banking
system from providing medium=term lcans. This impecded project
efforts to encourage term lending.

2. Proiect Assumptiocns

a. Goal Level

During the life of the project, the GOE continued to state its
support for new private iavestment, botn demestic and Io
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President Mubarak in his address to the new cabinet om July 1/,
1984 urged developzment in both the sublic and private sectors:
"Sur ecomcmic line is claar; it aias at developing the public
sector, increasing production and improving procuctivity. Cur
line is also clear in enabling the privace sector to have
spportunitias in all areas of procduction and investment.'

While GOE nolicy proclamations ccotinued to urge the privaca
sector on, actual policy reforms were limited. There was some
liberalization in the foreign exchange system, some

prices were decontrollad and scme of the more extrame price
distortions were modified., On the whole the private sector
still faced many contrary signals and bursaucratic obstacles.
In the absence oI improved policy, and with the continuaticn of
price controls and uneconomic marke:r signals the private sector
was constrained. The banking institutions responded rationally
to the system——they continued to make short-term (30-180 davy),
heavily collateralized loans. Private industry continued to
concentrate on short—term investmants with little interest in
longer term investment or the export market—=they were also
responding rationally to the market signals.

At the sub=goal level it was assumed that project incentives
would be adequate to encourage the banking system to lend to
the private sector. This proved correct. The fees that the
Ceantral Bank of Zgypt allowed banks to charge were adequate to
encourage them to participate in the program. However, the
zajor incentive proved to be the foreign exchange race offered
(LE C.8%4 = $1.00). As the Egyptian Pound steadily depreciated
over the life ¢f the project, the project's foreign exchange
rate was very attractive. The banks were able to move money
easily at that rate. In fact the rate was so advantagous,
banks reserved project funds for their best customers.

The log frame assumption that private firms would achieve a
high enough rate of return on investment proved corract.
Egyptian businesses were very profitable. 1In additiom, the low
foreign exchange rate offered by this project helped to
increase that profitability.

b, 2Project Purpose

The Log Frame assumed the following: that the banking svstem
would respond ro the project initiatives; that the banks would
expand their own internal capabilitiess; and that the prﬂvate
sector would have bankable projects requiring term financiag.
The first 2 assumptions nroved correct. The banking system
expanded

rapidly during this period. It continued to develop its
ability to extend credit znd prowvide financial service.

fl.



rates low for lomg—tamm

it. As one would expect, the
=

However, GCE »nclicies
cans and high for sh

banks found it aore proii e end for 20 rto 130 days at
higher imtsrest ratas. Cnly a small percentage of loans had a
maturity of 6 months or mora. Ia addition, the projsct's

a rovision discouraged borrowers Irom

aintenance of valus pro
takxing longer—term credit positions.
c. Curtputs

The Log Frame assumed that the Private Sector Steering
Committee would function and support the AID/GOE dialogue on
private sector development needs. The GCE showed little
iantersst in setting up the Committee. The Steering Committze
was never formalized and never amet.

d. Inputs

While the project negotiations and satisfaction of Conditicus
Precedent took longer than expected, they were successful and
the project inputs wers provided in a timely manner.

-

3. lleasures of Log Frame Success/Achievements

a. Inputs

At the start of the project, progress was slow when measursd
against the Project Implementation Schedule. Satisfactioa of
the C.P.’s took much longer than expected. The implementation
pace has picked up as Egyptian banks developed their procedures
and skills in dealing with a new program. It now appears that
all of the short—term credit will be committed by
T"eor:ua"'y/‘v!arch 1985. That is consistent with the Project Paper
Implementation Schedule. At the time of the evaluaticn
(December 1984) rhe techmnical assistance, training and scudies
had not started.

While the dollar amount is small (81 milliiom), the failure to
initiate the TA/training/studies is a cause for concerm. All
AID projects are designed to deliver development benefits.
That is the short-run objective. The key is whether the
longer-term objective is reached=—to create the capacity witain
LDC iastitutions to cope with develcpment prcblems on a
self-sustaining basis. Few project bemefits are sustainable
without institutions and supporting policies in place. Tk
fact that the project successfully provided the foreign
exchange and short—term credit in an efiicient and timely
manner is to be commended. The failure to deliver the other
inputs=—TA/training/studies reduces the chance of reaching the



longer—run objective of improviag the Ii
ability to supcort privare tor I

5, Cutouts

Since the TA/training/scudies iaput was noft provided, the
output target of "trainees using improved credit” could not Gte
achisved. Since the Priwvace Sectcr Steering Committee never
wvas formed, the opportunity te improve policies and to engage
in a dialogue on wavys to support private ssector develcpment was
limited.

The project was successful in expanding the number of
participating banks from 5 uunder the CIP-Private Sector to 9
under this project. By briaging in the 4 private sector banks
a healthy measure of competition was introduced. The total
credit system was also becoming more competitive as new
financial institutions entered the wcarket. The number of
commercial banks operating in Zgypt nad expanded steadily and
totaled 34 by the end of 1984,

While there were more banks in the market and credit had
expanded, the Project’'s maintenance of value (MOV) provisions
and the GOE controls on terz~lending iaterast rates discourage
banks from increasing their tarm leanding. Short—=term, highly
collateralized credit was readily available. Longer—tem
credit was not.

¢c. Proiject Purpose

Data covering the expansion of short—term credit for 1984 were
not gvailable. Discussions with bankers and businessmen
confirmed that there had been a substantial increase in
shorzt—term credit. As mentioned above, the absence of
medium~term cradic, the MOV provisions and the failure to
implement the TA/training/studies component of the project
restricted achievement of the full project purpose. Still, the
nroject was able to meet its core purpose; foreign exchange and
short=term cradit wers provided in an efficient and timely
manner to support productive private sector enterprises.

d. Project Goal

The availability of project resources helped the private sector
increase its output and emplovment levels. Problems at the
input and output level of the Log Frame and with GJE credit
npolicies restricted the project's ability to reach the sub=-goal
rarget of: ‘serving the Ifull range of credit needs of the
productive private sector.”



When measuring project success agalinst the Logical Framework
goals it is important to note that the goals wers large and
that oroject funds were ralativelvy small. ZEconcmic
liberalization, iaproved cradit markets and GCZ suzport for the
privates sector were very ambitious targers. It was probably
aXpecting too amuch to task the project with achisving all of

those aims. The achievement of those goals was also dependent
upon the success of other Mission private sector projects and,
in the most important sense, upon the success of AID/GOE peclicy
dialogue on macroeconomic issues which the total AID/Sgypt
program addresses. Project shortcomings reflect policy
problems at a more macro level,

2430b
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